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Office of Chief Counsel 
Internal Revenue Service 

memorandum 
CC:WR:CCA:SJ:TL-N-1407-98 ,. 
LDLawson 

date: AUG 1 8 1999 
to: Chief, Examination, Central California Districr: 

Attn: Revenue Agent Bill Bosworth 

from: District Counsel, Central California District, San Jose 

Ibject: Inclusion o- --------------- --- --- se Period 
Taxpayer: ------------- ---------------- 

.__ EIN: ---------------- 
Years: -------- -------  ------- 

DISCLOSURE STA-NT 

This advice constitutes retuza information subject to I.R.C. § 6103. This 
advice contains confidential information subject to attorzzey-clicmt and 
cfdfbaratfvo ptocsss privileges and if prepared in conteqlatiz! of 
litigation, subject to tbs ottornay work product privilege. Accc rdingly, the 
ETamiktiorr et Appeals qeciplent of tbis docrrmont may provigs it only to those 
persona whose official .tax adinfstration duties with respect to this c.wd 
re?quite such disclosure. In no event may this docrrnvot ha pJrovi1k.d to 
rxaminnticrr, *sals, 0.r other parsons beyond those specifically indicrted in 
this etatemant _ This advice may not be disclosed to taxpayers OS' their 
KeplXJSentatiVCiS. 

This advice is not binding on Exrminrtion or Appeals and is not a final 
cnoe detsnminrtion. such advice is advisory and doss not rsrroLvq;l Service 
position op an issue orprorlde the basis for closing a case. Rl.3 
Qtemhxation of the Service in the caee is to be mada tbxvugb tie exercise of 
the bdapendsnt judgment of the offics vitb jvrisdlction OVOL th,, cama. 

The issue is whether ------------- ------------------ purchz.se of the 
---------- business of --------- --------------- ---------------- in ------- 
------------ d a purchas-- --- ----- -------- ---------- --- -- - ade --- 
business of another person, or the major portion of a separate 
unit of a trade or business of another person, for pu:poses of 
I.R.C. 5 41(f) (3) (A). 
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PACTS 

Xost of these fact-- ------- ------- ----------- ------  the ircernacional 
exam------- -------- -- e ------------- ---------------- ------- Annual Report, and 
the ------- ----- --------- memorandum (------ memorandum). Please confirm 
-------- ------- ---- ----- ---- ------ --- just --- r position --- ----------- . 
------------- ---------------- --------------- headquartered in ----------- 
-------------- ----------- --------------- es and markets -------------- ------- ------ 
-------- ------ ------ -------- for a broad range of -------------- ------------- 
----------- ----- -- -------- -----  -------- ------------- --------------- --- ----------- ----- 
----------- ------ ------------ --- --------- --------------- --------------- --------- 
------ --------------- -------- ------ ---- -------- ----- ------------ ---- ---------- --- 
-------  The pur-------- -- ice --- s $-------- ---------- which wes allocated 
as follows in --------------  ------- annual report:' 

(--- ------------- 

Inventories: $-------- 
Property and Equipment: -------- 
Intangible Assets: -------- 
Accrual for Exit Costs: -------- 
Other assets/liabilities, n--- -------- 
Purchased R&D ------ 

Intangible --------- ----- ded $------ --------- of csmpLeted 
technology. '-------- --------- allocated --- ---------- le assets was 
attributed to ------------- --- place, supply agreement, aid customer 
lists. TO our knowledge, none of the purchase prica gas 
allocated to goodwill- or going concern per se. Yet ws would like 
to follow up on this advisory and request additicnal information 
in this regard. Please provide another copy of the plrchase 
agreement. Also, please provide more infor.mation witn regard to 
how the acquisition was treated on the tax return. Indeed, was 
information furnished by the taxpayer with regard to the 
acquisition as required for terrain asset acquisitions under 
1.R.c. 5 1060(b)? 

Per Note ---- of --------------  ------- -------- --------- --- --- ------- 
fiscal year, ------------- -----------  ----- ------- ------ -------- -------- ----- 
------- --------- ---------------  of the ----------- ------------ ------ --- ------  in a 

'See ------------- ---------------- ------ Annuai s-port, pg. ----  Note 
----  Acqnis------ --- ---------------- ------ --------- --------------- ----------------- 

.,.----- 
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transaction accounted for as a purchase. The annua:L r.!port 
further provides the following: 

Since the fiscal ------- acquisition of ----- -------------- -------- 
technolo--- --- ----- --- ----- ---- uisit---- --- --------- ------------- s 
--- ----- ----------- ------------ ------ of --------- --------------- 
----------------- ------------- ----- -------- -------------- ---------- to advance 
----- ------------- en- --- ---  ----- ------------- -------- capabilkty.... 

------------- ---------------- ------- ---------- ------- rt, page ----  ----- ------------- 
-------- ------------------ ----- ------------------- 

The acquisition included the following: 

1) 

2) 

31 

4) 

5) 

------  facilities in ------------------ --------------------- including 
------ ----------------- ----- ------------------- -------------- ---------- to 
------ ----------- ------ --------- ------------- -------- ---- ------ 
---------- ----------- 

------- facilities in ------------- including manufaxuring 
------ ations for ------ ---------- products and hign capacity 
--------- 

------- ------ ------- manufacturing facilities in ------------- 

---- percent of the stock of --------- ------------- -------------- 
------ an ---- percent owned s------------ --- ------- ----------- 
--- -- &D for ----- ------- technology; 

a renewable, -- year supply agreement with ------ to 
provide ------  -----  --- % of its ------ ------ ------- 
requireme----- -------- of its -------- ------ ------- 
requirements, ----- ----- % of --- ------- ------- ------ 
requirements. 

Whether the acquisition constituted a purchase of a major 
portion of a trade or business or a major portion of a unit ~of a 
trade or business, or whether it simply constitutea a purchase of 
certain assets, will affect the components of the bast amo'unt for 
purposes of calculating the R&D credit under I.R.C. § 41.' We do 

'See I.R.C. 5 41Lc). 
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flOK, so far, concur with the taxpayer's position that the 
acquisition was a purchase of certain assets only. 

I.R.C. § 41(f)(3) provides the following regardi1.g 
adjustments for certain acquisitions: 
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If, after December 31, 1083, a taxpayer acquires the major 
portion of a trade or business of another person 
(hereinafter in this paragraph referred to as thl: 
"predecessor") or the major.portion of a separatl! unit of a 
trade or business of a predecessor, then, for puJ'poses of 
applying this section for any tkxable year endine after such 
acquisition, the amount of qualified research exjlenses paid 
or incurred by the taxpayer during periods befor? such 
acquisition shall be increased by SO much of suc.1 expenses 
paid or incurred by the predecessor with respect to the 
acquired trade or business as is attributable to the portion 
of such trade or business or separate unit acquired by the 
taxpayer, and the gross receipts of the taxpayer for such 
perlads shall be increased by so much of the gro.;s receipts 
of such predecessor with respect to the acquired trade or 
business as is actribucable to sslch portion. 

I.R.C. 5 41(f) (3) (A). Treas. Reg. 5 1.41-g(b), regar.ling 
adjustments for certain acquisitions and dispositions. refers us 
to Treas. Reg. 5 1.52-Z(b) for the respective meaning5 of 
"acquisition, U "separate unit," and "major portion." 

An acquisition of physical assets alone will not constitute 
a* acquisition of the major portion of a trade or ousiness or the 
major cortion of a separate -unit of a trade or business. An 
acquisition must transfer a viable trade or business. Treas. 
Reg. 5 1.52-Z(b) (1) (ii). A separate unit of a trade or business 
is a segment of a trade or business which is capable of operating 
as a self-sustaining enterprise with minor adjustments. Treas. 
Reg. 5 1.52-21b) (2). Allocation of a portion of the -goodwill of 
a trade or business KO a' segment is strong indication that the 
segment is a separate unit. Id. 

Whether the transfer includes a major portion of a trade or 
business or separate unir thereof, will depend upon c facts and 
circumstances analysis. The following factors must ta 
considered: 

1) the fair market value of the assets of the portion 
transferred relative to the fair market va!,Je of the 
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other assets of the trade or business (or separate 
unit) ; 

2) the proportion of goodwill allocable to the portion of 
the trade or business (or separate unit); 

3) the proportion of the number of employees of the trade 
or business (or separate unit); 

4) the proportion, allocable to the portion, of the sales 
or gross receipts, net income, and budget of the trade 
or business (or separate unit). 

Treas. Reg. 1.52-2(b) (3). 

We recommend you factually develop this i------- if you have 
not already done so. Note, howeve--  hat the ------ memorandum is 
unconvincing. In the conclusion, ------ bases its --- al opinion, 
that there was no a transfer of a ------ r portion of a trade or 
business (or separate unit), upon four unsupported corclusions. 

------ asserts that no goodwill was acquired in the 
transa------- but this is clearly wrong. Although the regulations 
do not provide that goodwill must be included per se :nor do they 
define goodwill for these purposes), we need not debate that. 
The taxpayer's allocation does not preclude a findi.ng that there 
was an acquisition of goodwill i-ere. Goodwill and go:Ing concern 
value were in fact included in the ------- acquisition. r;oodwill 
includes the expectation of continue-- - atronage. See Netallics 
Recycling Co. v. Corporation, 73 T.C. 730 (1982):' VG:. 
Corporation v. Commissioner, 68 T.C. 563 (1977). The client 
Lists and supply agreements provide for continued I)at:..onage. 
Indeed client lists have beenplaced under the pur1rie.r of 
goodwill. Further, going concern value was acquired ~.n the 
purchase of a workforce in place and other intangible ;. (Going 
concern is also deemed to fall within the umbrella of goodwill.) 

The ------ memorandum concludes that the assets pur.:hased did 
not consti----- a viable business. This assertion is Insupported. 
We simply need more information on this issue, howeve.:, it is 
conceivable that four of the five items that we listei in the 

'The ------  memorandum cites to tietallics Recyclxg Co. and 
attempts --- -- stinguish it from the instanr matter, bit provides 
no basis for the distinction. 
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purchase could constitute major portions of a trade o: business 
(or separate unit]. Or, it is possible that th? item: together 
do nhis. 

----- ------------ most of the assets and workforce il. place of 
rhe ----------- ------ were acquired. Goodwill was acquire<!. We do 
not ------- ------------ informarion to determine whether ;ny of these 
units were self-sustaining at the time of the acquisiyion. 
:i.owever, rhese are the types of assets that enable a Ilusiness to 
remain self-sustaining. The claim that portions of rl;e 
infrastructure were not included in the transaction, .f thar. is 
indeed the case, again does not tell the whole story. The 
assertions made need to be tested for accuracy and probed for 
applicabilitv. We recommend obtaining information ad,iressing 
whether any -or all) of the assets acquired were viab.e. Set's 
discuss what information may lead to an analysis on rlis point in 
accordance with the examples at Treas. Reg. 5 1.52-2(1)(2)(ii). 

------ asserts, again without support, that no key employees 
were ------ ded in the transfer. First, this is not a :onclusive 
facror. Further, there is no support for this pos.iti,>n. --- e key 
employees for these purposes have not been identified. ------ S 
claim that significant changes were made to the operarions - f the 
acquired assets is equally unsupported. In addition, whether 
changes have been made, may not be decisive. The reg.xlations 
simply provide that the separate unit be capable of o,>erating as 
a self-sustaining ooeration with minor adjustments. 
delve further in th'is 

qe should 
area. We need to fllld cut if x-:e 

operations purchased fir this definition. 

The Technical Advice Memoranda relied upon by ----- zre 
unpersuasive cn this point. Finally, there is ----- major portion 
element under Treas. Reg. S 1.52-2(b) (3). The ------  discussion 
does not apply the eiements set forth in the re------- ons 
(presumably because the author has already concluded that neither 

.a trade or business or a separate unit thereof was involved). We 
do not believe this element should be ignored, as we cannot 
conclude that a trade or business or separate unit of a trade or 
business was not a subject of the transaction. On riis point, we 
recommend that you ask the taxpayer for the relative allocations, 
or information regarding said aliocations, as set forth at Treas. 
?.eg. 5 1.52-2(b) (31. If the taxpayer does not have this 
information, along with information on other factors, how can the 
taxpayer assert that ihere was substantial authority for failing 
to m.ake an adjustmenr for the acquisition as requirec. under :he 
provisions of I.R.C. 5 41(f) (3)(A)? 

  

  

  

  

  



CONCLUSION 

In accordance with the above discussion, we need ad------- al 
information from you to affirmatively state whether the ------- 
acquisition constituted or included the acquisition of a ---- or 
portion of a trade or business (or separate unit). Also, in 
accordance wi---  he above discussion, we do not recommand that 
you deem the ------ memorandum to be conclusive on this issue. The 
analysis therein is at points flawed and, currently, hithout 
support. 

Thank you for your attentix to this matter. If you have 
any questions regarding this memorandum, please telephone LaVonne 
Lawson at (408)8i7-4668. 

By: 

BARBARA M. LEONA.RD 
District Counsel 

&g-d ,a 2=&+ 
LaVONNE D. LAWSC~N 
Attorney 

  

  


